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The Impact On 
Professional Ethics Of 
Theoretical Difficulties 
In Periodic Income 
Measurement
The following article is adapted from a talk 
presented on May 18, 1978, at the ASWA 
Spring Conference in Norfolk, Virginia.
Rule 203 of the Code of Professional 
Ethics of the American Institute of Cer­
tified Public Accountants generally re­
quires an independent auditor to 
withhold an unqualified opinion from 
financial statements which contain a 
material departure from an 
“authoritative” pronouncement. This 
rule was a result of the profession’s long­
standing desire to reduce accounting 
diversity and to enforce the opinions of 
the Accounting Principles Board and 
the Financial Accounting Standards 
Board. The objective was the attainment 
of greater comparability which was 
assumed to be the equivalent of a logical 
corollary of uniformity. Rule 203, 
however, is an intellectually unenforci­
ble rule as it is presently stated with 
some potentially serious consequences 
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on both accounting theory as well as 
professional ethics. To understand the 
antecedents of this conclusion a brief 
sketch of some recent history will be 
needed.
Evasive Logic and Pervasive Rules
With the passage of the securities laws 
in the early 1930’s came a contem­
poraneous challenge to the profession of 
public accountancy to make explicit the 
order which was asserted to underlie the 
financial accounting process. The 
profession has been actively engaged in 
an attempt to meet that challenge ever 
since. It has turned out to be substantial­
ly more difficult a problem than was im­
agined. For accounting theory has been 
beset with pervasive frustration and out­
right failure in its continuing efforts to 
intellectualize the financial accounting 
process. The evidence suggests that a 
defensible set of appellate standards for 
accounting practices remains non­
existent in spite of repeated studies by 
instruments of the American Institute of 
Certified Public Accountants and the 
American Accounting Association to 
identify the applicable fundamentals 
and the connecting logic between them 
and transactional analysis.1
On the other hand, the machinery for 
institutionalizing accounting uniformi­
ty has been developed until it is now a 
process which occupies a place of 
prominence in the financial community. 
The Committee on Accounting 
Procedures, The Accounting Principles 
Board, and the Financial Accounting 
Standards Board have together issued 
almost one-hundred “authoritative 
statements” on what is deemed to be 
preferable accounting treatment. 
Moreover, there is a clearly discernable 
trend toward an increasing reliance on 
such pronouncements as the singular 
recognizable source of acceptable 
accounting treatment.
In 1964, the Council of the Institute 
adopted a resolution which required the 
specific disclosure of any material 
departure from an in-force pronounce­
ment. Then, in 1973, Rule 203 of the 
Code of Professional Ethics became 
effective and bestowed what is the 
current authoritative character of such 
pronouncements. In general, Rule 203 
tends to require the independent auditor 
to withhold an unqualified opinion 
from statements which contain a 
material departure from prescriptions 
contained in in-force pronouncements.2 
In essence, the profession has embraced 
as a matter of its professional integrity a 
rule which requires the imposition of 
accounting uniformity, and this has 
been done in the absence of intellectual­
ly appealing measurement concepts un­
der which the uniform rules are osten­
sibly subsumed. Surprisingly, this 
development is characterized in some 
quarters as an indication of significant 
progress in the development of external 
reporting.
It should be understood that there is a 
difference between the establishment of 
accounting standards, meaning uniform 
practices, and the submission of those 
uniform practices to standards of in­
tellectual warrant. An adequate defense 
of accounting policies would appear to 
require the conjunction of these two 
events. Uniform measurement rules 
must accede to intelligible measurement 
concepts. In addition, any claimed 
progress in the qualitative improvement 
of public reporting must be evaluated in 
the light of a specification of the 
problem against which progress is 
asserted to have been made. The fact 
that uniform accounting practices have 
been established in advance of their 
demonstrable association with 
warranted measurement concepts 
evidences more clearly than could 
volumes the profession’s perception of 
what the financial accounting problem 
is.
The Comparability Beguilement
It is apparent that the profession 
postulates valid inter-firm comparabili­
ty to be a spontaneous consequence of 
uniform accounting treatment rules 
which are themselves viewed as the ob­
jective termini of the standard-setting 
process. The apparent categorical objec­
tive, therefore, is greater comparability 
in financial statement analysis ac­
complished through an independent 
standard-setting body whose prescrip­
tions and proscriptions are enforced un­
der pain of a violation of the Code of 
Professional Ethics. The outcome of 
this state of affairs would suggest that 
that which the profession has been un­
able to reason out through theory it has 
imposed upon itself through a policy- 
making arrangement by which any 
pronouncement of the recognized body 
carries the weight of professional ethics 
and thus is authoritative. It should be 
noted that the Financial Accounting 
Standards Board is not required in its 
statements to produce rationale suppor­
ting a recommendation. Hence, the 
authoritative character of such 
statements must be found in the policies 
of the Institute without which, history 
has shown, the “authoritative” 
character of such pronouncements 
would be tenuous.
If this is a reasonable assessment of 
the development of the standard-setting 
process in terms of the relationship 
between initial challenge and the 
character of the current response, then 
some rather serious questions need to be 
raised concerning the entire in­
stitutional reaction to the public repor- 
ting problem. For the very 
arrangements through which the profes­
sion seeks to calm public controversy 
through the imposition of uniform rules 
might well have set the stage for the 
most serious intellectual challenge yet 
faced by this discipline, particularly in 
view of the intense interest in the finan­
cial community in income data. Because 
of such interest and because of the 
recognized importance the income 
statement has in the external reporting 
process, references to the possible mis­
leading character of financial 
statements mentioned in Rule 203 of the 
Code of Professional Ethics must be 
related in some meaningful manner to 
income measurement. If the major 
financial statement is the income state­
ment and if Rule 203 makes reference to 
the potential for misleading inferences, 
then the focus of attention should be the 
legitimate inferences which a statement 
reader should be entitled to draw from 
income numbers.
Income Pretensions
When an accountant is asked what in­
come is, the reply is customarily that in­
come is revenue minus expense. This 
definition, of course, is how to get to in­
come but not a characterization of the 
attributes measured. It is a formula for 
measuring something, not an intelligible 
description of what is being measured. 
Yet the profession seems to rest content 
in the belief that periodic income oc­
cupies an existential status — that it ex­
ists, and that the only real problem fac­
ing the profession is the selection of ap­
propriate accounting procedures with 
which to capture it. There is, in fact, an 
implied commitment to the belief that 
there exists a true periodic income for 
any business. Some accountants, even in 
high places, when faced with the enor­
mous complexity of estimates inherent 
in the income measurement process, 
claim that an approximation to the 
truth is the best that can be hoped for.3 
This is the central philosophical posi­
tion implied in utterances calling for 
procedures which clearly reflect the in­
come, or make references to realistic in­
come measurement, accurate income, or 
true income.4 In order to appreciate the 
implications of these attitudes vis-a-vis 
professional ethics, one must first come 
to grips with what constitutes the truth 
in income measurement.
Any appeal to true income or any 
other appeal to an absolute in income 
discussions will make a reference to the 
difference in capital values as measured 
at the beginning and end of a period. 
True income is the amount that can be 
extracted from a business leaving it in 
fact as well off at the end of the period as 
it was at the start.5 The “going concern” 
assumption presumes an indefinite ex­
istence and this, in turn, implies an in­
definite continuance of maintained true 
capital. Income, therefore, would be the 
maximum amount that could be ex­
tracted from the business without 
creating any impairment in the prospect 
of indefinite continuance. True income 
would be the amount that could be ex­
tracted while leaving the present value
...what the profession has been 
unable to reason out through 
theory it has imposed upon 
itself through a policy-making 
arrangement.
of all future cash inflows (true capital) 
intact. Accordingly, true income would 
be the difference between the present 
value of all future net cash inflows at the 
beginning of the period deducted from 
the present value of all future net cash 
inflows at the end of the period. This is 
the measurement that will produce the 
real income of a business for a period of 
time; there is no alternative. True in­
come implies an amount that can be ex­
tracted leaving the entity truly as well off 
at the end as at the beginning. The only 
way to measure this is to first measure 
what constitutes the true capital at these 
two dates. And, in turn, the only way to 
arrive at this magnitude is to determine 
the present value of all future net cash 
inflows. Recall that it is against this 
ideal true measurement of income that 
all the references to misleading in­
ferences from the income statement, 
references to the realistic statement of 
income, and references to the clear 
reflection of income are made. What is 
the problem?
Present Value: A Dubious Oracle
The problem is that under conditions 
of uncertainty one is never in a position 
to know what the true present value of 
all future net cash flows might be. One is 
never in a position to know what the 
truth is with respect to any income 
figure which results from a matching of 
unknowable present value com­
putations. The computation of true in­
come is literally and conceptually im­
possible under conditions of uncertain­
ty. The really serious implication of this 
fact is that the profession can never es­
tablish that any recommended 
accounting procedure will yield a more 
realistic approximation to the un­
knowable truth or that the recommen­
dation will more clearly reflect the in­
come in future periods.
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Accounting uniformity is a 
pseudo issue — an intellectual 
counterfeit to which the 
discipline appears to have 
capitulated.
It would make no sense, for example, 
to insist that the replacement of FIFO 
with LIFO will result in a more realistic 
statement of income. Does more 
realistic mean closer to “real”? If the 
“real” cannot be measured, how can the 
superimposition of LIFO on a case br­
ing the measurement more in line with 
reality? And, of even more interest, what 
has all this to do with professional 
ethics?
Rule 203 requires an independent 
auditor to withhold an unqualified opi­
nion in cases of a material departure 
from an authoritative pronouncement 
unless he can “...demonstrate that...the 
financial statements would otherwise 
have been misleading.”6 The logical 
reciprocal of this requirement would in­
sist that the independent auditor be 
prepared to establish that misleading in­
ferences would not be drawn from 
statements which conform to 
authoritative pronouncements. Until he 
knows what are the legitimate inferences 
which can be drawn from statements 
which conform to authoritative 
pronouncements he is in no position to 
know when misleading inferences will 
be drawn.7 The situs of the issue is the 
identification of the legitimate in­
ferences which a reader of a set of finan­
cial statements is entitled to draw when 
such statements conform in all material 
respects to authoritative 
pronouncements.
In view of the overwhelming impor­
tance of income numbers in this society 
the issue of what legitimate inferences 
statement readers should be entitled to 
draw therefrom must be raised. Should 
the independent auditor not be able to 
articulate what is being measured on the 
income statement, a serious doubt 
would arise that he is in any position to 
describe the legitimate inferences state- 
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ment users should draw from income 
numbers. If he cannot do this, then he 
knows neither when he is meeting the 
ethical code of his profession nor when 
he is not. Should this be the case, 
theoretical problems in income 
measurement have indeed created 
serious implications for professional 
ethics. What, then, are the inferences to 
which an informed statement reader is 
entitled?
Does accounting income measure 
true income? The answer is indeter­
minate. If true income is unmeasurable 
under conditions of uncertainty, an 
accounting reckoning cannot be 
asserted to be its equivalent. Does 
accounting income tend to approximate 
true income? Since the difference 
between accounting income and true in­
come is indeterminate, it follows that 
the extent of the approximation is in­
determinate. Does accounting income 
measure the amount that can be ex­
tracted leaving the capital of the busi­
ness intact? Intact capital implies 
indefinite maintenance of capital 
capacity and the literature on inflation 
accounting alone casts serious doubt 
that accounting incomes permit such an 
indefinite continuance. Does accoun­
ting income measure the maximum ex­
tent of the possible dividend? The 
answer is probably not since the state in­
corporation statute would have to be 
consulted to determine what constitutes 
the legal dividend. Does accounting in­
come clearly reflect the income of the 
business? The answer is unknowable 
since the clearest statement of income is 
impossible to establish. Is accounting 
income a rough indicator of the 
managerial ability of the firm’s officers 
and directors? Probably not since the 
current year’s income would tend to 
reflect the results of decisions made by 
previous managements and it would not 
include the monetary effect of all 
decisions made in the current year by the 
current management. What does the in­
come statement measure? The only 
possible answer is revenue minus ex­
pense. Again, this is a procedural defini­
tion which does not enlighten a state­
ment reader as to the inferences he is en­
titled to make. It does not convey an in­
telligible description of what is being 
measured by means of a revenue and ex­
pense matching. What is the “bottom 
line” to all of this?
The quest for propriety in 
accounting practices has led the profes­
sion to presume that the basic ill to 
which attention should be given is the 
lack of enforcible uniform rules for the 
treatment of like transactions. Signifi­
cant progress has been made in meeting 
the objective of accounting uniformity. 
This “progress,” however, is an offen­
sive against symptoms rather than a 
confrontation with the central object. 
The profession is now organized with a 
quasi-independent body (FASB) 
through which statements on 
accounting practice are issued. The 
Code of Professional Ethics insures that 
such statements constitute an enforcible 
norm for the external reporting process. 
The profession has, in effect, ac­
complished through mandatory con­
straints that which it was unable to ac­
complish through reason and research. 
And what is the result? The result is 
greater uniformity in the measurement 
of something that cannot be described.
Uniformity: A Pseudo Issue
Accounting uniformity is a pseudo 
issue. It is an intellectual counterfeit to 
which the discipline appears to have 
capitulated. It has been the central 
preoccupation of those involved in the 
standard-setting machinery. Now, the 
process has even been institutionalized. 
Uniformity has been attacked outright 
rather than having been viewed as a 
spontaneous consequence of an in­
telligible description of what is desired 
to be measured on the income state­
ment. And the outlook is bleak.
Each time the FASB issues an 
authoritative pronouncement the 
profession is further committed to more 
and more uniformity in the capture of 
the fugitive periodic income of a 
business. More importantly, the profes­
sion becomes further committed to 
periodic income measurement as the 
one, non-negotiable core function of the 
financial accounting process. What 
answers can be given to the Congress or 
to the public when they become aware of 
the implications of these arguments, as 
they are certain to do — sooner or later?
How about the issue of com­
parability? The presumption is that 
more uniform accounting practices will 
create the ability to more validly con­
trast the performance of firms. The 
profession appears to assume that a 
more valid ranking of investment and 
credit alternatives is possible when uni­
form accounting practices underlie all 
statements. But, as far as income 
numbers are concerned, what is the 
ranking in terms of? Firm X is better 
than Firm Y in terms of what? Uniform 
rules do, in fact, produce comparability. 
But they say nothing about the in­
telligibility of the characteristics or at­
tributes that are being measured, com­
pared, or ranked.
The Forgotten Primacy 
Of Theory
The impact of these observations on 
professional ethics is serious and im­
mediate. So long as the profession in­
sists upon income measurement, it can­
not intelligently make references to 
fairness in income reporting; the profes­
sion is in no position to know whether it 
has reported the truth. The profession 
cannot make intelligent references to the 
misleading character of income 
statements if it cannot produce a 
description of the legitimate inferences 
to which a reader is entitled. To assert 
that one is being misled implies an 
antecedent knowledge of the correct 
conclusion to which one should be led. 
To imply that one is not being misled is 
to consent to the inferences which one is 
likely to make upon reading an income 
statement. It is seriously questionable 
whether the profession has any evidence 
as to what, in fact, are the inferences 
which typical readers of financial 
statements make, let alone whether they 
are entitled to make them. The simple 
truth is that if the profession does not 
know the legitimate inferences a reader 
is entitled to make upon reading an in­
come statement, it is no position to 
know the extent to which he is being 
misled.
Rule 203, simply put, in an intellec­
tually unenforcible rule. The character 
of present accounting principles and ob­
jectives preclude the judgments 
necessary to implement Rule 203. And, 
as has been intimated, the problems in­
herent in income measurement under 
conditions of uncertainty permeate all 
of financial accounting, not just the 
issue of professional ethics. They are at 
the center of the profession’s theoretical 
quagmire and they are a principal 
reason for the appalling regularity with 
which institutionally sponsored 
theoretical studies fail. They are, in 
some instances, at the heart of the 
current Congressional debate on the 
accounting establishment.
It ought to be obvious that the profes­
sion is in for hard times. The prognosis 
will be poor so long as the profession in­
sists upon proceeding without a com­
prehensible description of exactly what 
is being measured on the income state­
ment and what are the legitimate in­
ferences to which a reader of that state­
ment is entitled. And, with respect to the 
impact of professional ethics, one need 
not look to a prognosis. As Rule 203 
applies to the major financial statement, 
the income statement, it has a vacuous 
significance. The danger is, therefore, 
immediate and it is very grave.
The solution to this unfortunate state 
of affairs is to recognize once again the 
primacy of theoretical matters in the 
resolution of day-to-day accounting 
issues. The development of sound 
accounting policy cannot precede the 
development of sound accounting 
theory. The profession has been quite 
active in developing opinions on 
accounting policy. It has been 
notoriously less successful in its 
theoretical undertakings. A sound 
resolution of controversies in 
accounting must await a sound 
theoretical antecedent, however painful 
the latter task might be. Intelligible 
measurement concepts must be 
developed before accounting policies 
will be recognized as intellectually 
authoritative, and that recognition will 
constitute the final and best assurance of 
uniform practices.■
NOTES
1The American Institute of Certified Public 
Accountants and the American Accounting 
Association have sponsored numerous research 
studies with the hope that each would provide the 
conceptual justification for accounting practices. 
That the profession has yet to establish such a con­
ceptual underpining is evidenced by the most re­
cent FASB Discussion Memorandum on the con­
ceptual framework issued in December of 1976.
2Rule 203 of the Code of Professional Ethics of 
the American Institute of Certified Public Ac­
countants reads:
A member shall not express an opinion 
that financial statements are presented in 
conformity with generally accepted 
accounting principles if such statements con­
tain any departure from an accounting prin­
ciple promulgated by the body designated by 
Council to establish such principles which 
has a material effect on the statements taken 
as a whole, unless the member can 
demonstrate that due to unusual cir­
cumstances the financial statements would 
otherwise have been misleading. In such 
cases his report must describe the departure, 
the approximate effects thereof, if prac­
ticable, and the reasons why compliance with 
the principle would result in a misleading 
statement.
3This is the clear implication of statements at­
tributed to leaders in the profession and it 
evidences a belief that accounting income must 
conform as nearly as possible to an absolute in­
come truth in an asymptotic relationship. “I 
realize that we’ll probably never get a method that 
will come up with a firm’s real income. But in- 
The result is greater uniformity 
in the measurement of 
something that cannot be 
described.
vestors are going to demand that we come closer to 
reality.” Sidney Davidson as reported in Forbes, 
April 1, 1970, p. 40. Another excellent example 
appears in An Introduction to Corporate 
Accounting Standards, by Paton and Littleton. 
“An accounting reckoning (of income) should be 
an attempt to capture objective realities which ex­
ist whether the accounting reckoning is made or 
not,” p. 86.
4The best example of an appeal to realistic 
measurement of income and the one with the more 
significant consequences on accounting develop­
ment was the plea of Herbert McAnly in “The 
Case for LIFO It Realistically States Income and 
is Applicable to Any Industry,” The Journal of 
Accountancy, June, 1953, pp. 691-700. A more re­
cent citation which evidences a continuing com­
mitment to the belief in true income is from an ar­
ticle by Cecilia V. Tierney, “General Purchasing 
Power Myths,” The Journal of Accountancy, 
September, 1977, pp. 90-95. She says in part, “...if 
you insist on using an elastic measuring stick, 
don’t be surprised if your answers stretch the 
truth.” Is the implication that we know the extent 
to which the truth has been stretched? Another ex­
cellent example comes from a currently in-force 
portion of ARB 43 Chapter 4 dealing with inven­
tory pricing. It states, “...the major objective in 
selecting a method (of inventory costing) should 
be to choose the one which, under the cir­
cumstances, most clearly reflects periodic in­
come.” How is this to be decided if the criterion is 
the clear reflection of periodic income?
5This is an adaptation of a classical definition of 
income to which accounting theoreticians make 
habitual reference. It is adapted from a book by 
John R. Hicks, Value and Capital (Clarendon 
Press, 1946), p. 176. Even the theoretical 
economist, who has never been required to sign an 
audit report, concludes that income concepts 
“break in our hands” when we go to use them and 
finally allows the doubt to escape as to whether in­
come “...in the last resort stands up to analysis at 
all, or whether we have not been chasing a ‘will-o’ - 
the’ ’wisp.’”
6Code of Professional Ethics, Rule 203.
7 The Code of Professional Ethics also embraces 
certain “interpretations” one of which is Inter­
pretation 203-1 which states in part, “There is a 
strong presumption that adherence to officially es­
tablished accounting principles would in nearly all 
instances result in financial statements that are not 
misleading.”
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